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Abstract
The purpose of this paper is to review experience with the exclusion
of small firms from sales taxes and related levies, with particular refer-
ence to developing countries. While no formal exclusion is provided in
typical retail sales taxes, exclusion is common with wholesale and manufac-
turers sales taxes and with all forms of sales tax in developing countries.
Exemption of firms with sales figures below a specified figure is the most
common approach, but it encounters operational problems in relating to
determination of sales volumes of marginal firms. Alternative approaches,
such as use of machinery in production, offer advantages.

The Exclusion of Small Firms from Sales and Related Taxes
John F. Due*
University of Illinois, UrDana-Champaign
A major problem with sales taxes, as well as other taxes such as with-
holding levies, is that of delineating those firms that should be excluded
from responsibility for registering, collecting and remitting tax because
they lack the literacy and record keeping competence to do so. A closely
related problem is that of the treatment of small firms under income taxes.
With a sales tax geared to collection from relatively large firms, such
as a manufacturers or wholesale sales tax or a value added tax that does not
extend through the retail level, exclusion of small firms is desirable even
in an economy in which record keeping and tax morality among small firms are
relatively good since operational advantages of such a tax will in part be
lost by enforcement of tax collection and remittance by small firms. In
such economies, a retail tax, or a value added tax through the retail level
can include small firms in its coverage, apart from casual sales by persons
not engaged in business in the usual sense. Thus the states of the United
States, the Canadian provinces, and Iceland, which use retail sales taxes,
provide no exemptions of small firms, but they do exclude sellers with no
fixed place of business, and sell in small volumes, such as children selling
*The author is indebted to Dr. Leif Muten of the International Monetary
Fund for his suggestions on this question, and to the Harvard Institute for
International Development, for which a portion of the material was prepared.
1. This issue in LDCs is discussed at length in the article by
I. A. Malik, "Use of Presumptive Tax Assessment Techniques in Taxation of Small
Traders and Professionals in Africa," Bulletin for International Fiscal Docu-
mentation , Vol. 33 (April 1979), pp. 162-78. Note also "Tax Treatment of Small
Taxpayers," Papers and Reports of the 8th General Assembly , Inter-American
Center of Tax Administrators (CIATj, Panama: 1974, pp. 263-316.
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Christmas cards door to door, or are essentially individual agents for large
distributing firms. In the typical developing economy, not only is the case
for excluding small firms under manufacturers and related sales taxes even
stronger than in industrial economies, but exclusion of small firms from
retail and value added taxes that extend through retailing is also imperative.
Exclusion of small firms from tax does, of course result in some loss
of gross tax revenue (but not necessarily net revenue after administrative
costs) and some discrimination in favor of such firms, to the possible
detriment of economic efficiency in production. So long as the exempted
firms buy their materials from registered firms, of course, the revenue loss
is limited to tax on the value added by the exempt firms. If they buy
materials directly from farmers or other nonregistered firms, the entire
selling price escapes. But the exclusion, certainly in developing countries,
is imperative; the objective is to establish a workable delineation line, one
that accomplishes the desired administrative- compliance objectives but at
the same time minimizes adverse economic consequences and revenue loss.
The Systems in Use—Volume of Sales
Various countries use a wide variety of approaches, although most are
related to volume of sales, or the closely related amount of tax due.
Table 1 shows typical sales volume exemption figures. They are not
in all cases current, and conversion to U.S. dollars is affected by changes
in exchange rates and artificially held rates. They should, therefore., be
regarded merely as typical.
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The figures differ widely— even if all adjustments for exchange rate
problems are made—from a very low figure under the Philippine manufacturers
sales tax to figures over $100,000. But in virtually all, if not all,
countries with high figures, the firms below these figures are subject either
to an alternative tax or to forfait assessment—an arbitrary assessment made
by local tax offices on the basis of their estimate of tax liability,
or by agreements between the firms and the tax officers.
Forfait assessment is characteristic of southern Europe, including France,
and countries with a French or Spanish background; the policy is uncommon
in other parts of the world.
The experience of some countries with an exemption based on volume is
reasonably good though by no means perfect. Zimbabwe, with a retail sales
tax, has had little difficulty. Apparently, for many small firms, the
advantages from registering of paying tax at a later date (at time of sale
rather than time of purchase) and the ability to collect tax from the
customers prior to payment to the government more than offset the adverse
effects of registering. The administration finds few cases of firms
deliberately not registering or splitting to avoid registration. Income
tax returns are used in part to check on borderline firms. The $20,000
exemption figure is considered by the tax administration to be satisfactory.
New Zealand, with a wholesale tax, has a relatively low exemption figure;
for many years it was $1,000 (about US $750) ; it was raised to NZ $5,000
in 1982. In addition, handicraft producers with no employees and sales
under $50,000 a year are exempt. The administration reports no serious
problems, and no specific technique is used to check on border line firms,
except to check income tax returns. If ones subject to registration do not
register, competitors complain, or the firms begin to make sales to registered
wholesalers and are discovered. Australia, with a similar tax, exempts only
small manufacturers (not wholesalers), those with total sales under A $12,000
annually or tax under A $250. The tax administration reports that the rule
works reasonably well, but some problems are encountered with manufacturing
jewelers who fail to register, and some other firms just over the borderline
who fail to register for either sales or income taxes.
The Swiss tax is basically a wholesale tax, but with optional regis-
tration by retailers. The exemption figure, Swf 35,000, or about $17,500 US,
has remained unchanged for many years. The system has worked reasonably
well, although the advantage of not registering increases as the tax rate
increases, and the administration believes that some firms that should register
do not do so.
Thus in these four countries, the volume-of- sales approach works at
least reasonably well. But these are all countries in which record systems
are relatively good, as are standards of tax administration.
The basic problem, however, with the sales volume basis, especially in
LDGs, is obvious: it is difficult to determine the sales volumes of smaller firms
thus the liability for registration as taxpaying firms. This is the reason
why they are excluded from tax liability in the first place. Thus firms not
wishing to register—and certainly under usual manufacturers or wholesale
sales tax many have strong incentive not to register—will not do so—and it
is difficult for inspectors to check upon the numerous firms near the margin
of the registration requirement.
Table I. Exemption of Small Firms Based Upon Sales Volume -5-
Gountry
Canada (Federal
Western Europe
Belgium
Denmark
France
Germany-
Ireland
Italy
Luxemburg
Netherlands
Norway
Sweden
Switzerland
United Kingdom
Latin America
Argentine
Bolivia
Costa Rica
Nicaragua
Paraguay
Africa
Ivory Coast
Senegal
Malagasy
Kenya
Zambia
Zimbabwe
Other
Australia
Guyana
New Zealand
Philippines
Indian States^
Type of
Sales Tax
M
VAT
VAT
VAT
VAT
VAT
VAT
VAT
VAT
VAT
VAT
W
VAT
VAT
VAT
VAT
VAT
R
I
VAT
VAT
VAT
M
M
R
W
M
W
M
various
Approximate Sales
Exemption Figure
(U.S. dollars)
C$ 50.0001
75,000
900
200 annual tax
74,000
8,400
6.600
2
350,000
288
780 annual tax
1,100
2,300
17,500
21,700
23,500
10,000
35,000
60,000
14,000
173,000
115,000
29,000
12,000
15,000
20,000
10,600
6
4,000
3,750
540
1,100-11,000
Treatment of Firms Below
the Exemption Figure
Exempt
3Special tax on purchases; other
Exempt
Exempt
Forfait
Exempt
Exempt
Simplified, based on gross sales
Exempt
Exempt
Exempt
Exempt
Exempt
Exempt
Tax applies on sales to the firm
typically forfait
forfait assessment
exempt
1.
2.
3.
4.
c
-?•
o
.
M:
Approximately $40,000 US at current exchange rates.
The exemption depends on sales, purchases, and type of business.
A very complex system is used.
Limited primarily to manufacturing sector.
M. C. Purohit, Structure of Sales Taxes in India , ms., 1982.
Or tax liability of 5250. The exemption applies only to manufacturers.
Manufacturers sales tax tfs Wholesale sales tax VAT: Value added tax
R: Retail sales tax
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-rr.ative Systems
Given this basic problem with the volume delineation, countries have
sought alternatives.
1. Capital
.
Ecuador, with a' value added tax, uses the capital criterion:
firms with no fixed place of business and capital under $2,000 are not
subject. The capital figure is a very low figure by present day standards.
Little is known about the country's experience with this basis, but the
figure is not one easily ascertained accurately.
2. Mechanization. Sudan draws the line on the basis of whether
production is mechanized or not; firms not using mechanical techniques and
not producing in a workshop are exempted. Thus handicraft producers working
in their homes or in markets are not subject. It is assumed that firms
using mechanical techniques in workshops are large enough to be controllable.
3- Exemption by Type of Industry . The Uganda sales tax, developed by
a foreign adviser, exempted manufacturers in those industries where craft
production was particularly important and instead applied tax, at a higher
1
rate, to the materials, e.g., lumber, sold to these firms. Specifically,
five industries were so exempted: shoes, furniture, clothing, bakery products,
and paper products. The rates on the materials were either 50 percent or
100 percent greater than the basic sales tax rate. The rule applied to all
firms regardless of size, but larger firms could register if they wished,
buy materials tax free and pay the regular rate on their sales. The suppliers
of these industries were either importers or larger manufacturers, on the
whole. The adjustment was rough, with the assumption that value added in
manufacturing bore a fixed relationship to the purchase price of materials,
but ir did solve the small craft producer problem. Unfortunately in the years
following the establishment of the system the Uganda government and economy
were in such chaos that it is impossible to determine the effectiveness of
the system.
1. J.F. Due, "The Uganda Sales Tax on Importation and Manufacture,"
Eastern Africa Economic Review , Vol. 6 (June 1969). pp. 1-16.
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k. Exclusion "by Administrative Action . Several countries have no
statutory exclusion of small firms; tax administrators—meaning in fact
usually local district officers—make the decision, "based on visits to the
establishment and ascertainment of whether the firm can collect and report
tax correctly.
Colombia : de facto exclusion of small firms. The 1971 Commission on
Tax Reform proposed the exclusion be codified, suggesting
that firms with less than 5 employees and sales less than
about US $30000 be exempted.
Ghana : No exemption by law: Customs and Excise administration does
not seek to register small firms—those having no regular
workshop and sales under a relatively low figure (about $^00
in 1970)
.
Brazil : No specific exemption of small firms under either the Federal
cor provincial sales (value added) tax laws. But smaller
firms, primarily retailers with sales volume below figures
specified by the state, are subject to forfait assessment.
2
The same rule is followed by the Federal government.
Tanzania : No formal exemption. No attempt is made to register very
small artisan producers, in practice, and in a few instances,
upon request of the firms involved, a higher rate tax is
applied to sales of materials to the firms rather than the
tax being applied to sales.
1. R.A. Musgrave and M. Gillis, Fiscal Reform for Colombia (Cambridge,
Mass.: Harvard Law School International Tax Program, 1971), pp. 62^-26.
2. Michele Guerard, "The Brazilian State Value Added Tax," I.M.F. Staff
Papers, Vol. 20 (March 1973), pp. 118-69.
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Indonesia: There is no exclusion by law under the manufacturers sales
tax, but no effort is made to register small firms. The
decisions about particular firms are made by the district
officers, on the basis of the officer's estimate of the ability
of the firm to conform with the requirements relating to
records and returns. The exact policies appear to vary
among the districts. Since there are an estimated 1.5 million
manufacturers in Indonesia and only about 50.000 registered
firms, it is obvious that small firms are not being registered.
Furthermore, over half of the registered firms do not file
monthly returns, but are assessed on an annual basis by the
district office, on rough estimates of probable sales volumes.
Conclusions and Recommendations
Experience with this aspect of sales taxation, other than the sales
volume figure, is limited, and there has been little study or description
of experience even of the volume basis. The volume basis works reasonably
well in highly developed countries; there is no particular problem with it
in Canada or Switzerland, for example, or even in Zimbabwe. But it is clearly
unsatisfactory for the typical developing country.
To leave the delineation to local tax officials has some merit in
principle; were these officials able to visit each marginal firm and deter-
mine whether accounting systems and literacy are adequate to permit registra-
tion for collection of sales tax the system should be effective. But
in practice this approach leaves too much discretion to the local officials,
gives incentive to firms to conceal their record systems, leads to nonuniformity,
and is an open invitation to corruption. Staffs are often not adequate to
permit adequate inspection coverage of this type.
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Thus some proxy measure must be used. The simplest, in many respects,
is number of employees. But this is the most objectionable in terms of
employment objectives; marginal firms are given a strong incentive not to
add additional workers and thus move over the delineation line. This effect
suggests the desirability of use of the mechanical power approach—if
operations are carried on with power driven equipment the firm is subject
to the registration requirement. This involves some definitional problems
—
but has worked in the Sudan. It may be desirable to require also registra-
tion of manufacturers with substantial numbers of employees even if mechanical
power is not used, as is common with cigarette production in some countries.
On the other hand, it may be desirable with a manufacturers tax to exclude
from the registration requirement firms using mechanical power but processing
on their premises for direct sales at retail to customers, as for example the
production of ice cream in retail shops. The danger of inhibiting the use
of power equipment would appear to be much less and less serious than
that
of the inhibition of hiring additional workers. The Uganda-type
approach,
of exempting some industries characterized by small scale firms and
applying
a higher rate to their materials can be used in some specific instances,
but only if the suppliers are large firms that can easily be taxed; it is
not suitable as a general solution.
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Regardless of the system used, there are some inherent problems. First,
there is a tendency for firms near the delineation line to split into two
or more firms—as with corporation income tax rate differences. This is
particularly easy with the extended family system, with several family
members involved in the operation. While the tax department can be given
the power to require treatment of such firms as a unit, enforcement of
this rule is very difficult. This is also true with the volume approach
in the developed countries as well as LDGs.
Secondly, there is always the danger of discouraging firms from
expanding and crossing the delineation line. The actual significance of this
danger is very hard to assess, but the motivation for expansion is such as
to suggest that it is not likely to be significant—except possibly for
employees when that criterion is used.
In systems in which there is some advantage to firms to be registered,
the danger of splitting of firms, concealing bookkeping systems, and failing
to register in the hope of not being caught are much less. Thus any under
any type of value added tax, in which credit is available for tax paid on
purchases if the firm is registered, and in which purchasers from the firm
can obtain credit for tax they have paid only if their supplier is registered
there is incentive for many firms to register, despite the nuisance of
filing returns and possibly higher tax liability. This represents one
advantage of this type of sales tax, and suggests the desirability of
allowing optional registration of firms not otherwise subject, if they can
meet required bookkeeping standards. This is a common practice.
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A final question relates to the use of forfait assessment of firms not
subject to the regular requirements. This is used in some countries, such
as Brazil, for all firms not subject to the regular requirements, no matter
how small; in others, to an intermediate range of firms between those exempt
and those taxed in the regular fashion. This, as noted, is a French-Spanish
tradition. It is a means of getting some revenue from the smaller firms.
It is not necessary for sales tax purposes when the small firms are taxed
on their purchases— "but many are not, if they are buying from farmers or
other small "business. The worst objection to the forfait approach is the
same as that to administrative delineation of small firms: the arbitrary
nature of the assessments and the invitation to corruption.
In summary: the "mechanization" approach—the use of power driven
equipment, not merely electric power alone, appears to be the most workable
criterion. A tax credit feature in the law, whether or not the tax is
confined to the manufacturing sector, reduces the incentive of marginal
firms to fail to register.
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